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Standing Audit Committees Composed of Outside Directors
As far back as 1917 it was urged that auditors in the United States should
be appointed or selected by the stockholders in accordance with the practice
in Great Britain and in Canada, and that state laws or company by-laws
"should contain a provision for an independent report on the affairs of the
company by an auditor appointed by the stockholders." 1/
Following the McKesson-Robbins investigation, in 1940 the Commission advo
cated the adoption of a program for: (1) current election of auditors at
the annual meeting of stockholders; (2) nomination of auditors and arrang
ing the details of the audit by a committee of nonofficer members of the
board of directors; (3) addressing of the auditors' certificate, report or
opinion to the stockholders; (4) mandatory attendance by auditors at the
annual meetings of stockholders at which the audit report is presented; and
(5) mandatory submission by auditors of a report on the amount of work done
and of the reasons for noncompletion in situations where audit engagements
are not completed. The stress of the program was on the responsibility of
auditors to public investors. 2/
More recently others have supported these suggestions. In 1967 the executive
committee of the American Institute of Certified Public Accountants recom
mended that standing audit committees of outside directors should nominate
auditors for the annual audits of publicly-owned companies and should discuss
the audit work with the auditors appointed to perform the audit. The
Institute considered that such standing audit committees "...can be a con
structive force in the overall review of internal controls and financial
structure, and give added assurance to stockholders as to the objectivity of
corporate financial statements." 3/
1/ John Thomas Madden, Accounting Practice and Auditing: Modern Business
Texts, Vol. 21 (New York: Alexander Hamilton Institute, 1917, pp. 2 4 8 - 9 ) .
2/

Accounting Series Release N o . 19, December 5, 1940.

3/ "AICPA Executive Committee Statement on Audit Committees of Boards of
Directors," Journal of Accountancy, Vol. 124 (September 1 9 6 7 ) , p. 10.
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A 1970 study has concluded that "[t]he potential for usefulness of corporate
audit committees,...sufficiently exceeds the possibilities for disturbance
that w e strongly recommend that all companies with significant nonmanagement
shareholder interests consider carefully the desirability of establishing
an audit committee...." 4/
The Commission has a statutory duty to satisfy itself that the consolidated
financial statements filed with it by publicly-held companies of increasingly
sophisticated and interlocking affiliations satisfy the requirements of
Rules 2-02(b) and (c) of Regulation S-X and/or Instruction 5 to Item 6 of
Form S-1, as appropriate. To this end, the Commission, in the light of the
foregoing historical recital, endorses the establishment by all publiclyheld companies of audit committees composed of outside directors and urges
the business and financial communities and all shareholders of such pubiiclyheld companies to lend their full and continuing support to the effective
implementation of the above-cited recommendations in order to assist in
affording the greatest possible protection to investors who rely upon such
financial statements.

4/ R. K. Mautz and F. L. Neumann, Corporate Audit Committees (Urbana, Ill.
Bureau of Economic and Business Research, University of Illinois, 1 9 7 0 ) ,
p. 96.

